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Introduction 


The purpose of this paper is twofold: first, to review the performance of the 
Canadian economy and those of Canada’s major trading partners over the past 
12 months; and second, to set out the current Department of Finance 
medium-term projection for the Canadian economy, which provides the 
economic assumptions used in the projection of the government’s revenues and 
expenditures contained in the budget. The current projection incorporates the 
measures included in the budget and the new energy agreement. 


Over the past 12 months both domestic and international economic 
developments have been quite different from those expected only a year ago. 
One of the most striking divergences from expectations has been the strong 
growth of the Canadian economy over the past year. At the time of the October 
1980 budget, it was expected that real output in 1980 would be 1 per cent 
lower than its 1979 level. Owing to very strong growth in the fourth quarter of 
1980, however, real output for the year as a whole remained unchanged. This 
strong performance in the fourth quarter, followed by continued strong real 
growth in the first half of this year, suggests that real output will increase by a 
little over 3.5 per cent in 1981, compared to the 1 per cent expected last 
October. As a result, the unemployment rate in 1981 will be substantially below 
the 8.7-per-cent rate that was forecast a year ago. Associated with this strong 
growth momentum, however, has been a more rapid increase in consumer 
prices; the current projected rate of increase in the consumer price index (CPI) 
for 1981 is 12.7 per cent compared to the increase of 10.2 per cent expected 
12 months ago. This combination of stronger real growth and higher inflation 
put upward pressure on interest rates, which were also exacerbated by record 
high interest rates in the United States. These developments in North American 
financial markets brought with them a major reordering of currency values, as 
both the U.S. and Canadian dollars appreciated strongly against other 
currencies, although there was some depreciation of the Canadian dollar 
against the U.S. dollar. 


Over the medium term, the outlook is for modest real growth, with the 
unemployment rate rising from current levels, to peak in 1983-1984, and to 
decline thereafter. Real growth is projected to average 2.7 per cent per year for 
the period 1981-1987. This projection reflects the substantial weight which will 
have to be given to policies to restrain inflation, the relatively modest growth 
assumed for Canada’s major trading partners, and the low trend of productivity 
growth which appears likely to prevail over the medium term. Associated with 
this growth performance is an inflation rate which is projected to decline 
gradually. Energy, food, and import prices are all expected to contribute to this 
slowing in the pace of increase of consumer prices. These trends should be 
reinforced by a steady improvement in the underlying cost performance of the 
Canadian economy. 


The experience of the past year with respect to the unanticipated movements in 
specific main aggregates such as interest rates, real output, prices, the 
unemployment rate and the exchange rate are indicative of the wide range of 
uncertainty surrounding both short- and medium-term projections. The current 
projection is put forward as a plausible description of the average course of the 
Canadian economy over the next several years, taking into account current 
policy decisions. It is not intended to be interpreted as a precise forecast of 
economic developments; rather it is intended to represent a ‘‘middle of the 
road”’ view on a wide range of areas of major uncertainty. Such an approach 
seems appropriate in developing an assumption base for medium-term fiscal 
planning. It must be recognized that the projections of government revenues 
and expenditures contained in the budget are highly sensitive to the underlying 
economic assumptions, and thus are themselves subject to major uncertainty 
and to the likelihood of considerable revision over time. 


There are four more sections to this paper. The next section provides a review 
of domestic and international economic developments over the past 12 months. 
The third section discusses the main assumptions on which the projection is 
based, including those related to the external environment, international oil 
prices and domestic energy prices, food prices, and demographic 
developments. The detailed projection underlying the budget’s revenues and 
expenditures forecast is discussed in the fourth section. Two alternative 
projections, based on different assumptions about wage and price behaviour, 
are also discussed in this section. The final section contains a brief summary of 
the main conclusions. 


Review of Recent Economic Performance 


As is evident from Table 1, showing key economic indicators for the major 
western countries, none of these countries has escaped unscathed in the 
turbulent international conditions which have followed the first international oil 
price shock of 1973. Some have been more successful than others in containing 
the upward pressure on inflation, and the particular time profiles of the response 
of output and inflation have differed due to national policies and other factors. In 
addition, specific structural differences have continued to affect the relative 
evolution of the different economies. Substantially different trends in labour 
force growth are an important example: the current trend in labour force 
growth is significantly higher in Canada than in the U.S., and much higher than 
in other developed countries, many of which currently have stable or even 
declining labour forces. The difference in labour force trend is a prime factor in 
causing Canada, on the one hand, to have a relatively high unemployment rate 
despite very strong employment growth, but on the other hand, to have weak 
productivity growth. On an historical basis from 1973 to 1980, Canada is near 
the top in terms of average growth in real output, second only to Japan. 
Germany has been conspicuously more successful than others in containing 
inflation. The United States, Canada, Japan and France form a middle group, 
while the United Kingdom and Italy have experienced the highest rates of price 
increase. The following sections provide a more detailed review of economic 
developments in western economies over the past year or two. 


international Economic Developments 


Between the first quarter of 1979 and the end of 1980, the Organization of 
Petroleum Exporting Countries (OPEC) increased the international price of oil by 
over 150 per cent. This action contributed to a worsening in inflation, a slowing 
in output growth and a shifting in the current account position of industrial 
countries from surplus in 1978 to large deficits in 1980. The general response of 
governments was to introduce tighter fiscal and monetary policies in order to 
contain the overall inflationary impact of the oil shock. The after-effects of this 
price shock, and the macro-economic policies adopted in response, are major 
influences affecting the current economic situation in industrial economies. 


The major European economies have been experiencing considerable weakness 
in output and rising unemployment since the middle of 1980. An important 
recent development was the depreciation of the Japanese and European 
currencies against the United States dollar and the rise in European interest 
rates, both of which were related to the surge in U.S. interest rates. For 
instance, the Japanese yen depreciated against the U.S. dollar by just over 

8 per cent in the first six months of 1981, the British pound by 16 per cent and 
the German deutschmark by 17 per cent. The depreciation raised import prices 
in these countries and led to a further significant increase in their cost of oil even 
though listed world oil prices have not risen for several months. As well, the 


Table 1 


depreciation offset the impact of the decline in non-oil commodity prices which 
has occurred since late in 1980. 


The latest forecast by the Organization for Economic Cooperation and 
Development (OECD) for real growth in the major European countries is for a 
recession to last until later this year. For the countries as a group, output is 
expected to decline 1 per cent in 1981. Output growth in Japan is forecast to 
slow by nearly one percentage point to 3.5 per cent, which is the slowest pace 
since their recession in 1974 and 1975. The forecast for prices indicates some 
gradual improvement in 1981. For the major European countries, increases in 
the price deflator for personal consumption are expected to slow from over 12 
per cent in 1980 to about 11.5 per cent in 1981. 


A major change in Federal Reserve Board monetary policy was announced in 
October 1979. Thereafter, the Federal Reserve Board would control reserves in 
order to achieve desired rates of money supply growth. In addition, the Federal 
Reserve Board responded to almost a decade of financial innovations by 


Annual Rates of Growth of Real GDP/GNE, Productivity, Employment and 
Consumer Prices, and the Unemployment Rate, Seven Major 
OECD Countries, 1973-1980, and Forecast, 1981‘ 


1973-80 1981 
1973 19741975 1976 4977 1978 1979" 1980 Saverage forecast 


Real GDP/GNE (percentage change) 


Canada fede) 0 le “515m wee fee 0 sO 3.3 3.6 
US. Do —0,6 —151 —5:45 55a. 4.8 2312, 0.2 2.8 ga) 
U.K. 70 —1e —0,7 3.9 _ ‘WORmrS 6aieili2? aie4 1G —1.5 
Genmany= .4:9. (0-4. —157 5.3 2:9 s.o © 4:5 128 Zuk —1.5 
France SiGe oe OU 52. Om mOn, Mmmm Suntec One —0.5 
Italy vee 41" 3.6." 5:9 = Oe teae o oo) owe! —0.7 
Japan BG oie. (2.4. | Ono) | Oho em On, Beane 4.4 3.5 
Employment (percentage change) 
Canada rp eese 20 leh ne WO oa 64 Oe tee eel Bal 
U.S So 1G WO. One Oman ee oie Os [Dee 1S 
UK: Zo  O4°= 05° =—097" [Oo 206) 0.7. 1.6 O72 — 4.2 
Germany 0.3 -2.0 -3.5 -10 -02 08 14 09 =—0.4 —1.2 
France Vo Oe 11 OO. Oe 0 4 Oe Or 0.4 —1.0 
Italy WOnGee 0.67 “Oro “Meteo. | iia a + eB 0.5 
Japan AS 0:4in= 0:30 0.9) ahSteaie2nogl Serge 0.9 1.0 
Productivity (percentage change) 
Canada 2.4 0:5 0/55 4:SAlom 0:3) 12 0.3 0:9) 287 0.2 0.4 
U.S. 2A 2s) 2 Of era 1:95: 016: 6 c05T40.5 0.6 0.6 
U.K. SsOtiss Ghia Oi Zonet Bhat Of 1h3. Oey (Dene 15 psf 
Germanys 4.6% beeeds A WSy ar6.3.49 13:0 2012-8n eect sO 3.4 —0.2 
France AsOin i2itee oni V4 br ase YESS N84 aenG9 27 0.5 
Italy C200 ny dh Om = 4 20 Seale WOsSut (262 issGe RAS 22 —1.2 
Japan 6.2 We 0 Gievg ear wit Adie ROO S282 hc4i2 Oheai2 3.4 2 


Table 1 (Continued) 


1973-80 1981 
1973 1974 1975 1976 197/ 1978 1979 1980 average _ forecast 


Unemployment Rate (per cent) 


Canada SOMO MOLY pt/Elpei oO: an SeOk uh all Otc 7.0 (2 
US: Ay ee Aan lll) tee One An Pn iers G4) wee. 6.4 13 
UK CORIO Ae ORO, pelt eo Onlieaso Gael 0-0 5,0 ORS: 
Geran meet oe Bes oO sere Ou /aell SLIM et One see Sc Owen Ollie Ore 2.9 4.7 
France PEO NEL On A Abels mvy ice ial gi niet: Oingth Ook 4.5 1.5 
Italy Oe ps) an rs Oc Onan tral oO). eeealt clin wal Oy etl ho 6.6 8.0 
Japan Om Ge St 9. Oi) pies Oper cee ee ah te 2a) 1.9 Ze 
Consumer Prices” (percentage change) 
Canada TEOMA OO em. oh V7 eOlh ph OO nun 1O meet al od a2 oe a7 
U.S. Groin ie ele me LOO et GO siege Oven oh. 8.8 Ned 
U.K. Dal Oc Oper 2A oe te A100 mee Oley Cc Sua On 4g sO 15.4 — 
Germanvarmoros 7-0 °5.9 4:3 ©3936 .02.6.0 4d uoso 5.0 — 
France eae Selita? (9 | OA SO VOl7a ators 10.6 — 
Italy (ome orineds.0. 16:0 2 A700 tee “WAL Fete 16.0 — 
Japan We6a.24°3,° 11;9' 993. Sites Seen 3-GewsctO 9.9 — 


() Forecasts for 1981 for Canada and the U.S. from Department of Finance; forecasts for OECD Europe and Japan drawn 
from OECD, Economic Outlook, July 1981; and, forecasts of growth of consumer prices not available for OECD Europe 
and Japan. 

Source: Historical data on real GDP/GNE and consumer prices drawn from the International Monetary Fund, International 

Financial Statistics; historical data on employment drawn from the OECD, Labour Force Statistics; historical data on 

unemployment drawn from OECD Economic Outlook no. 28, December 1980. The unemployment rates for the U.K. and 

Germany have been adjusted by the OECD to correspond more closely to international definitions. 


substantially redefining the monetary aggregates to which the Federal Reserve 
Board keyed its policy responses. Target growth ranges were established for all 
of the redefined monetary aggregates, and, in light of the prevailing and 
forecast rates of growth of nominal income, these target ranges indicated a 
much firmer monetary policy stance. As well, as part of the Administration’s 
anti-inflation policy announced in March 1980, various measures were 
introduced to restrain the growth of credit in American financial markets. These 
measures were withdrawn in stages concluding in July 1980. Finally, the U.S. 
government moved in early 1980 to begin the process of deregulating the 
American financial system, an undertaking that has significant implications for 
the patterns of financial intermediation in the United States. 


Financial markets in the United States and abroad were significantly affected by 
these policy changes. Recent U.S. economic experience has been characterized 
by unprecedented peak levels of, and fluctuations in, interest rates. The 
short-run variability of interest rates in the United States increased markedly, 
and this placed added pressures on international capital markets and 
consequently on exchange rates. The prime interest rate in the United States 
was a little above 15 per cent at the beginning of 1980. The prime rate rose 
sharply over the next three months, reaching almost 20 per cent, before 
declining for the next several months to 11 per cent by July. By the end of the 
year, however, it had exceeded the previous peak, reaching 21.5 per cent as 
the demand for credit expanded rapidly in line with high nominal income growth 


and the Federal Reserve Board moved to slow the rate of monetary growth. In 
1981, the prime rate has been close to 20 per cent for most of the year, 
reflecting the very firm stance of U.S. monetary policy, although the rate 
dropped briefly to 17 per cent in April. 


Real growth in the U.S. has displayed an uneven course since the beginning of 
1980. While the average level of real output in 1980 was marginally lower than 
in the previous year, the period of actual decline in output was limited to the 
second quarter, when there was a sharp decline of over 10 per cent at an 
annual rate. Economic indicators available in the summer of last year led most 
forecasters to expect production to decline through the end of 1980. In the 
event, however, the sharp decline in interest rates through the summer and the 
underlying strength of the economy led to a robust recovery beginning in the 
third quarter of 1980 and lasting into early 1981. The high level of interest rates 
contributed to the beginning of another decline in output in the second quarter 
of this year. The consensus forecast for the U.S. economy in the second half of 
1981 is for continued weakness in output and a slow reduction in interest rates. 
Thus, a simultaneous period of weakness is now occurring in the North 
American and European economies. 


Domestic Economic Developments 


Economic and financial developments in Canada have closely followed the 
pattern in the United States since early 1980, although the underlying strength 
of the Canadian economy has been greater than in the United States. In the 
second half of 1980 Canadian exports increased sharply, due especially to 
gains in sales to the United States and Europe. Both export volumes and prices 
recorded large increases which led to a record trade surplus of over $11 billion 
at an annual rate in the fourth quarter of 1980. As well, Canadian interest rates 
declined through the summer, which led to significant increases in all areas of 
domestic demand and in particular in spending on residential construction. 
Inventories were decreased over this period due to the unexpected strength of 
demand. 


As Table 2 shows, the economy has expanded at an annual rate of about 

5.5 per cent in the first half of this year. This strength reflects the momentum 
built up during the second half of 1980 as well as the continued strength of 
business investment. In the first half of this year the volume of expenditures on 
residential construction increased at an annual rate of over 26 per cent, while 
business investment rose at a rate in excess of 10 per cent. Inventory rebuilding 
took place to offset the earlier unexpected draw-down and in anticipation of 
possible strikes in the steel and forestry industries. The trade sector, which 
provided an important stimulus in late 1980, has now weakened, however, as 
declines in production in Europe and more recently the United States have cut 
into Canadian sales. At the same time, imports have risen sharply, in part due to 
the need to rebuild inventory positions. 


The strength of the economy through the middle of 1981 led to a large increase 
in employment and to a decline in the unemployment rate. As of the second 

quarter, total employment was up 3.5 per cent or 375,000 from the same period 
in 1980. The unemployment rate declined one-half of one percentage point over 


Table 2 
Annual Percentage Rates of Growth of Demand, Labour Market and 
Incomes over the Two Latest Half-Year Periods 


1980 1981 
Second half First half 
Demand (real) 
Consumption ax) 2.0 
Government ial) 1.6 
Residential construction —8.2 26.6 
Business investment aus) lista 
Final domestic demand 2.6 4.7 
Total exports 3:0 —2.5 
Total imports —4.6 11.4 
GNE ihe) 56 
Labour Market 
Employment Luck 4.3 
Labour force ihies/- 3.8 
Unemployment rate —0.1 —0.3 
Incomes (nominal) 
GNE 11.0 15.4 
Corporate profits te 5.8 
Investment income — persons tad 36.8 
Personal disposable income 14.0 13.6 


“) Change in percentage points. 
Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201, and The Labour Force, cat. 81-001. 


this period to 7.2 per cent. The downward trend in the unemployment rate was 
fairly widespread, but was especially marked for young people, with the rate 
down one percentage point. 


On a regional basis, strong economic growth in the first half of 1981 has 
occurred on the prairies and in British Columbia, reflecting the energy-related 
boom and much larger crops in Saskatchewan and Manitoba. Economic growth 
in Newfoundland has recovered sharply from 1980 in response to gains in fish 
catches and in construction. The general economic expansion has particularly 
benefitted manufacturing output in Ontario. Declines in forestry, reflecting 
weaker foreign demand, especially for lumber, have adversely affected British 
Columbia and Quebec. Moreover, major labour disputes have occurred in 
various sectors, including coal mining in Nova Scotia, steel production in 
Ontario and the wood products industries in British Columbia. 


The rapid growth in output has been accompanied by a faster rate of increase 
in prices. The year-over-year increases in the CPI have averaged 12.7 per cent 
this year to the end of August, up from 10.2 per cent for 1980 as a whole. 
Adjustments to domestic oil prices have been mainly responsible for an increase 
in total energy prices to the consumer of 22.6 per cent over the same 
eight-month period, compared with 16.0 per cent in 1980. Food price increases 
have also contributed to a faster rise in the CPI; the rate of increase in food 


prices in the first eight months of 1981 has averaged 13.2 per cent compared 
with 10.7 per cent during 1980. Upward pressure on non-food non-energy 
prices has resulted from higher energy prices and the strength of the economy. 
The rate of increase in the CPI excluding food and energy has averaged 10.2 
per cent this year compared with 9.4 per cent in 1980. 


As with other OECD currencies, the Canadian dollar has been buffeted by the 
high and volatile interest rates in the United States. In response to an upward 
movement of interest rates in the.United States of almost 10 percentage points 
during the second half of 1980, the American dollar strengthened appreciably 
against most currencies as short-term international capital flows moved into 
U.S. dollar financial assets in search of higher yields. By year-end the value of 
the Canadian dollar had decreased moderately. This decline was mirrored by a 
depreciation of a more broadly constructed measure of the relative value of the 
Canadian dollar, based on a trade-weighting of the value of the Canadian dollar 
in terms of the currencies of Canada’s major trading partners. 


During 1981, however, the Canadian dollar has increased strongly on average in 
relation to those same currencies, excluding the U.S. dollar. Indeed, the value of 
the Canadian dollar appreciated by almost 17 per cent in the first six months of 
1981 against these currencies excluding the U.S. dollar, an annualized rate of 
increase of roughly 35 per cent. This contrasts with the Canada-United States 
exchange rate that again declined marginally by less than 2 per cent at an 
annualized rate. Against all these currencies combined, the value of the 
Canadian dollar appreciated in the first six months of 1981 by slightly less than 
3 per cent, an annualized rate of increase of almost 6 per cent. These 
contrasting exchange rate profiles resulted partly from the different international 
responses to the restrictive monetary policy stance followed by the Federal 
Reserve Board in the United States. 


Interest rates in Canada in 1981 have been influenced by domestic and 
international economic developments as well as certain special factors; the 
domestic and international economic considerations include the increasing rate 
of domestic inflation, the rising demand for credit arising from rapid nominal 
income growth in Canada, and the interest rate movements in the United States 
and the resulting pressures on the Canada-United States dollar exchange rate. 
Nominal gross national product in the first half of 1981 increased at an annual 
rate of 15 per cent. In contrast to the target band for money supply growth, 
which the Bank of Canada lowered to a range between 4 and 8 per cent in 
February 1981, interest rate increases were required in order to maintain growth 
of the money supply within the target band in the light of this strong economic 
activity. Control of the rate of growth of the money supply is an essential 
element of any anti-inflation effort designed to produce a lasting reduction in the 
rate of inflation. 


Concerns about the increasing rate of inflation in 1981 prompted the Bank of 
Canada to respond to pressures on the Canada-United States dollar exchange 
rate resulting from the high interest rates in the United States by raising interest 
rates in Canada. The uncovered differential between short-term Canadian and 
American rates increased from substantially less than 1 per cent at the end of 
1980 to over 2 per cent at the end of the second quarter of 1981. As well, 
special temporary factors have added somewhat to the downward pressure on 


the exchange rate and hence the upward pressures on interest rates. These 
include an increase in corporate takeovers in both countries which have been 
financed in part by bank loans. To reduce these excess demands on credit 
markets, and the resulting flows through foreign exchange markets, the 
chartered banks were encouraged to limit lending for non-energy-related 
takeover activity. The lack of an energy agreement between the Government of 
Canada and the producing provinces also resulted in some uncertainty in 
foreign exchange markets. This uncertainty has now been removed with the 
conclusion of an agreement between the federal government and the provinces 
of Alberta and British Columbia. 


Early in the third quarter, there were signs that economic activity had flattened 
out and could possibly decline for the quarter as a whole. This slowing was due 
to declines in output in Europe in the first half of the year and in the U.S. 
beginning in the second quarter. High interest rates and a sharp increase in the 
number of workers on strike were also contributing factors. In July, industrial 
production, a key indicator of economic activity, declined substantially. In 
September employment declined by 0.6 per cent. There was also in that month 
a very large increase in the unemployment rate. This was due in part to a fairly 
large increase in the labour force participation rate, which may not be 
sustained. 


Assumptions Underlying the Medium-Term Projection 


The purpose of this section is to review some of the key assumptions that 
underlie the current medium-term projection. A key feature of all projections is 
their sensitivity to the assumptions on which they are based. The outlook for the 
Canadian economy, for example, is critically dependent upon assumptions 
made about the medium-term economic outlook for the U.S. economy and 
about developments in international oil markets. It has never been possible to 
choose assumptions easily and with a high degree of confidence; there has 
always been a range of possibilities from which to choose. In the current 
international and domestic environment, however, uncertainties have greatly 
increased and a good deal more analysis and judgment is now required in 
selecting assumptions. The international oil market remains unsettled, and 
financial and exchange markets continue to be highly volatile; as well, the speed 
and extent of the response of inflation in industrialized countries to policies of 
restraint remains difficult to predict. 


External Assumptions 


Implicit in the specific assumptions which follow is the underlying assumption 
that the policy stance of the industrial countries will continue to give priority to 
the fight against inflation. This will involve a combination of fiscal and monetary 
policies aimed at restraining the growth of government expenditures and 
reducing the growth of the money supply, complemented by measures to 
support the growth of productive capacity and productivity and to foster more 
efficient product and labour markets. This is the stance recommended by the 
International Monetary Fund (IMF) as being appropriate under current 
conditions.” The Fund projects that, with such policies, the industrial countries 
would achieve moderate rates of economic growth, together with declining rates 
of inflation, over the medium term. On the other hand, the IMF analysis also 
suggests that if this policy stance were to be prematurely relaxed, the industrial 
countries would experience only a brief surge in real growth, accompanied by 
an increase in inflation rates; this surge would be followed by a recession by the 
mid- 1980s, a worsening unemployment situation and no significant reduction in 
inflation rates. 


The U.S. is Canada’s major trading partner, and the outlook for the U.S. 
economy over the medium term is the single most important element of the 
external assumptions from a Canadian perspective. At present there is a wide 
range of views concerning the medium-term prospects for the U.S. economy. 
The assumptions with respect to growth and inflation set out in Table 3, while 
plausible, represent a cautious view of possible economic outcomes. 


“) International Monetary Fund, World Economic Outlook, Washington, D.C., June 1981. 
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At the beginning of 1980, the U.S. began the process of removing controls from 
the prices of domestically-produced oil and allowing them to rise to world levels. 
This process was completed very early in 1981, and was one of the factors 
responsible for the 13.5-per-cent rate of inflation — the highest annual average in 
the last 30 years — which was recorded in the U.S. in 1980. With the adjustment 
of U.S. oil prices to international levels completed, and with the easing of price 
pressures in world oil markets, the U.S. rate of inflation is assumed to decline in 
1981. Further easing in direct pressures from oil and commodity prices, coupled 
with continued application of a restrictive monetary policy, are assumed to lead 
to a further decline in the rate of inflation in 1982 and to gradual but steady 
declines throughout the medium term. The U.S. rate of inflation is assumed to 
average 8.1 per cent per year over the 1981-1987 period. 


Table 3 
Externai Assumptions, Annual Rates of Growth, 1981-1983, and 
Averages, 1984-1987 and 1981-1987 


1984-1987 1981-1987 
1fs}eia hamwraliche vague Shs 6) average average 


(per cent) 

U.S. aggregates 
Real GNE 2.4 133 2:3 31 2.6 
Consumer Price Index TOF ME S27. Osh ee 8.1 
Nominal GNE 1 1pSwMES SI ReeT Ors 10.4 10.5 

OECD Europe and Japan, indexes of 

industrial production 

OECD Europe -1.8 28 Sis 2.6 ae 
Japan 202 a OS 3.1 Sas 3.7 


Source: Department of Finance. 


As has been described earlier, growth in the U.S. economy showed surprising 
strength in the second half of 1980 and in the early months of 1981. Real output 
declined marginally in the second quarter of 1981, and growth is expected to 
remain weak for the remainder of 1981 and into 1982 as the U.S. economy 
reduces the momentum of inflation. Real growth is assumed to begin to pick up 
gradually in the second half of 1982 and to increase to above-potential rates by 
1985. Over the 1981-1987 period, U.S. real growth is assumed to average 

2.6 per cent per year. 


The outlook for Canada’s other major trading partners is assumed to be similar 
to that of the U.S. The pace of industrial activity in the European countries of 
the OECD is assumed to decline this year, and to pick up only gradually over 
the next six years. The Japanese economy is also assumed to experience a 
reduction in the growth of industrial production in 1981, but to record a rebound 
in 1982. Thereafter, Japanese growth is assumed to be relatively modest by 
historical standards, reflecting primarily the moderate growth of its trading 
partners. 


As will be discussed in later sections, Canada’s current account balance is 
projected to improve steadily over the medium term. Also, as inflationary 
pressures ease in the U.S., interest rates in that country are assumed to decline. 
As a result, some appreciation of the Canadian dollar could well occur. For 
purposes of this projection the value of the dollar is assumed to appreciate 
moderately over the medium term. 


International Oil Prices and Domestic Energy Prices 
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Currently international oil markets are in a surplus position and spot market 
prices have declined to approximately the levels which prevailed last fall, prior to 
the outbreak of the Iran-Iraq war. This decline — from U.S. $40 per barrel for 
Middle East light crude oil at the peak of hostilities to the current U.S. $32 — is 
small when compared to the over 150-per-cent increase in price which occurred 
over 1979 and 1980. The oil surplus which has developed in recent months is 
the result of a number of factors affecting both demand and supply. There has 
been a significant fall in demand as a result of reduced economic growth in 
OECD countries, the large 1979-1980 increases in oil prices which have been 
amplified for European and Japanese consumers by the subsequent 
appreciation of the U.S. dollar, and an apparent drawing down in inventories in 
response to the large increases in interest rates, which have made inventory 
holding more costly. On the supply side, production has been higher than was 
expected a year ago, because of the unexpected strength of oil production by 
Iran and Iraq despite their continuing war, and because of Saudi Arabia’s 
attempts to reunify OPEC prices by continuing, until recently, to produce up to 
10.5 million barrels per day. 


Uncertainty continues to surround the future course of world oil prices in both 
the short and medium term. The profile of international oil prices assumed in this 
projection is that which underlies the recent agreement between the federal and 
Alberta and British Columbia governments on domestic oil and gas pricing. 
Under this profile international oil prices increase at an average rate slightly 
greater than the U.S. rate of inflation. The agreement establishes a schedule for 
domestic oil and gas prices through 1986. This agreement on energy prices, 
together with the new tax and revenue-sharing arrangements, will encourage 
investment in both energy production and conservation, ensure that Canadian 
industry maintains its competitive advantage in energy costs and allow a 
gradual adjustment to the world energy pricing realities of the 1980s. 


The price of conventional oil from existing sources is scheduled to increase 
gradually to 75 per cent of forecast world oil prices by mid-1986. Newly 
discovered oil and oil from unconventional sources will receive the New Oil 
Reference Price which provides an attractive incentive to invest in new energy 
production. In contrast to decontrolled U.S. oil prices, Canadian oil prices will 
remain below international levels as a result of the averaging (or blending) of 
old, new and imported oil prices. Natural gas prices will be held at roughly 65 
per cent of the blended oil price to encourage substitution of abundant natural 
gas for relatively scarce or imported oil. The assumed profile of increases in 
domestic energy prices shown in Table 4 reflects the terms of the pricing 
agreement. The rate of increase of energy prices on a CPI basis is projected to 
decline steadily over the medium term. 


Table 4 
Assumed Annual Percentage Rates of Growth of 
Domestic Energy Prices, 1981-1987 


CPI energy prices 


1981 29.0 
1982 18.7 
1983 S23 
1984 13.1 
1985 12.3 
1986 laleS 
1987 10.8 


Source: Department of Finance. 


Food Prices 


Table 5 shows the annual rates of increase assumed for food prices on a CPI 
basis. Food prices are expected to continue to grow at double-digit rates in the 
short term, before slowing significantly in the medium term. To a large extent 
these assumptions are based on the expectation that increases in the prices of 
basic food commodities will slow down, exerting a moderating influence on the 
CPI for food over the medium term. Because of the volatile nature of food 
prices, any assumptions over a period as long as seven years are subject to 
great uncertainty. Poor weather conditions, crop failures, exchange rate 
fluctuations or other unpredictable factors could lead to very different rates of 
increase than have been assumed. 


Table 5 
Assumed Annual Percentage Rates of Growth of Food Prices, 1981-1987 


CPI food prices 


1981 12.3 
1982 13.2 
1983 HES 
1984 8.0 
1985 8.0 
1986 8.0 
187 8.0 


Source: Department of Finance. 


Population and Labour Force Growth 


Assumptions for population growth, participation rates and labour force growth 
underlying the current projection are for the most part unchanged from those of 
last October’s budget. A somewhat higher rate of net immigration has been 
assumed, reflecting policy changes during the year. The growth rate of the 
working-age population is expected to slow gradually over the next two years, 
and then is assumed to remain constant at slightly more than 1 per cent per 


Table 6 


year. The aggregate participation rate is projected to continue to increase 
relatively rapidly, reflecting primarily the expectation of continued strong 
increases in the participation rates of adult women. Over the seven years from 
1981 to 1987, labour force growth is expected to average slightly more than 

2 per cent per year — about one-half of a percentage point faster than the rate 
assumed for the U.S. economy. These assumptions are summarized in Table 6. 


Assumed Annual Growth in the Working-Age Population and the Labour Force, and 
the Aggregate Participation Rate, 1981-1987 


1981 
1982 
1983 
1984 
1985 
1986 
1987 


Working-age Labour Participation 
population force rate 
(percentage increase) (per cent) 
1.6 (oa) 64.8 
15 2.0 65.4 
ke Cre 66.0 
WP 1:9 66.5 
eet te 67.0 
lel alte: 67:5 
1.0 1.8 68.0 


Source: Department of Finance. 


Although projections of working-age population growth can be developed with 
a relatively high degree of accuracy, this is not the case for participation rate 
and labour force growth projections. Participation rate projections are extremely 
difficult to make because of the many influences that affect individual decisions 
to enter or leave the labour force. Small changes in assumed participation rates 
can lead to changes in labour force growth, which in turn would affect other 
variables in the overall projection, including for example, the profile of the 
unemployment rate and growth of wages and prices. 


Main Features of the Medium-Term Projection 


This section describes the main features of the short- and medium-term outlook 
underlying the fiscal projections of the budget, focussing first on the main 
aggregates of the supply side of the economy-productivity, labour force, and 
employment growth; second, on the behaviour of prices and wages; and third, 
on the structure of aggregate demand and the balance of payments. The 
projection incorporates the policy measures set forth in the budget. However, 
over a period as long as seven years economic behaviour could unfold in ways 
that cannot now be predicted, and the economy could perform either better or 
worse than has been projected. Because of these uncertainties two scenarios, 
based on alternative assumptions for wage and price behaviour over the next 
seven years, are outlined later in this section. 


The Main Economic Aggregates 


Table 7 projects the behaviour of real output, productivity, employment, the 
labour force and the unemployment rate over the medium term, compared with 
the record of the last seven years. In broad terms, the outlook is for moderate 
growth over the medium term, at an average annual rate equal to that of the 
1974-1980 period. This reflects a combination of demand and supply factors, 
including the modest growth projected for the U.S. economy, the high priority 
assigned by the government to reducing inflation over the medium term, a 
slowing in the growth of the labour force, and the low trend in the growth of 
output per worker which seems likely to occur. 


On an annual basis, real output in 1981 is expected to rebound from its 1980 
level. Much of this strengthening in 1981 is due to the strong real growth 
experienced at the end of 1980 and in the first half of 1981. Over the four 
quarters since the middle of 1980, real output increased by slightly under 5 per 
cent. The pace of economic activity is expected to diminish significantly in the 
second half of 1981 and in the first half of 1982. Over this four-quarter period 
real output is forecast to increase by about 1.5 per cent. With a modest 
recovery in economic activity during the second half of 1982, real growth for the 
year is expected to be a little over 2 per cent. As will be discussed in the next 
section, the rate of inflation is projected to begin declining late this year and to 
continue to fall gradually throughout the medium term. This inflation profile 
should lead to levels of interest rates which, while remaining high, decline as 
inflationary pressures abate. With this improvement in inflation and financial 
conditions, the rate of real output growth is projected to rise slowly after 1982. 


Employment growth remained strong in 1980 despite the cyclical downturn 
which occurred last year. Much of this strength was maintained through the first 
half of 1981 and as a result the unemployment rate fell to 7 per cent in August. 
The slowdown in output growth expected in the second half of 1981 and the 


Table 7 


Annual Rates of Growth of Real GNE, Productivity, Employment and the Labour 
Force, and the Unemployment Rate: Historical Estimates, 1974-1980, and 
Projected, 1981-1987 


Percentage rates of growth Unemployment 
rate 
Real Produc- Employ- Labour (per cent of 
GNE tivity ment force labour force) 
1974 3.6 —0.5 4.2 3.9 ono 
1975 ines —0.5 Tat Ms) 6.9 
1976 ous 3.4 eal 2.3 Toc 
ory 21 0.3 1.8 2.9 8.1 
1978 CRY) 0.3 3.4 ot 8.4 
1979 3.0 —0.9 4.0 3.0 15 
1980 0.0 —2.7 L406 2.8 L.5 
Average 
1974-1980 2g —0.1 2.8 oa 1.3 
1981 316 0.4 ool 200 he2 
1982 eps 0.4 18 2.5 7.8 
1983 2.4 O77 eye Zee 8.3 
1984 205 OS 2:0 1.9 8.3 
1985 24S) 0.5 2s) 1.9 8.0 
1986 ae | ORs Le 1.8 7.8 
1987 2.8 O15 2.3 1.8 7.3 
Average 
1981-1987 2h, 0.5 2.2 2h Nias: 


() Productivity is defined here as real GNE per employed person. 
Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201; The Labour Force, cat. 81-001; and, 
Department of Finance. 
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first half of 1982, however, will cause employment growth to slow sharply and 
the Unemployment rate to rise over the short term. For example, the 
unemployment rate rose to 8.2 per cent in September. Although a large part of 
this increase can be attributed to an increase in labour force participation, 
which may not be sustainable in the coming months, employment did decline 
significantly. The projected continuation of modest employment growth would 
cause the unemployment rate to rise to an average of 8.3 per cent in 1983. The 
unemployment rate is projected to decline over the remainder of the medium 
term in response to stronger employment growth and continued declines in 
labour force growth. 


Aggregate productivity has declined marginally on average since 1973, and 
although this can in part be attributed to cyclical factors which have affected 
the economy, the extent of the decline in productivity does suggest that 
structural factors have also contributed to the poor post-1973 productivity 
performance. These include, for example, the sharp decline in productivity in the 
oil- and gas-related industries and a slowdown in the growth of capital intensity. 
In the short term, productivity growth is projected to recover from the cyclical 
downturn experienced in 1980. Although the non-cyclical downward pressures 
on productivity growth may subside somewhat in the 1980s, the projected 


modest growth in aggregate demand is likely to restrain the growth of 
productivity through to 1987. 


Prices and Wages 


Canada, like other OECD countries, entered the 1980s in the midst of its second 
major outbreak of inflation in the last 10 years. Consumer prices rose by a little 
over 10 per cent in 1980, and during the first half of this year this pace has 
increased to an annual rate of close to 13 per cent. Both food and energy prices 
have contributed to this worsening inflation momentum. During the first half of 
this year food prices rose at an annual rate of 12.3 per cent, and energy prices 
at an annual rate slightly above 38 per cent. However, even when food and 
energy prices are excluded from the CPI, the rate of inflation has averaged 

10.9 per cent during the first half of this year. Unit labour costs, the largest 
single component of prices, increased by almost 12 per cent in 1980. This cost 
performance was due in part to faster wage growth, but also to the large 
declines in productivity in 1979 and 1980. Although average wages increased 
by less than 9 per cent in 1980, wage settlements, the leading indicator of 
future wage developments, grew by around 11 per cent. During the first half of 
1981, wage settlements had been increasing by close to 13 per cent on 
average. 


The relatively weak growth in aggregate demand which is expected during the 
second half of 1981 and the first half of 1982 should act to restrain inflation. In 
addition, the growth in import prices is expected to slow significantly later this 
year and in 1982. This pattern of import price behaviour, together with some 
gradual appreciation in the exchange rate, will also serve to reduce inflationary 
pressures. The interaction of these factors is expected to cause the rate of 
increase of the CPI, excluding food and energy, to begin declining late this year 
and to continue to decline through 1982. 


A substantial slowing in the growth of food and energy prices is expected in the 
second half of 1981 from the high rates recorded earlier this year. This will 
further reduce inflationary pressures. The growth in energy prices is also 
expected to continue moderating throughout 1982. At the same time, although 
food prices are expected to rise fairly rapidly during much of 1982, current crop 
estimates and data on beef, hog, and poultry cycles, indicate that some slowing 
in the growth of food prices is likely to occur late next year. Taking into account 
the performance of these two components of the CPI, the aggregate rate of 
inflation is expected to begin declining in the second half of 1981 and to 
continue to decline gradually throughout 1982. 


As a result of the recent increase in the growth of wage settlements, average 
wage growth is expected to rise until early 1983. However, the combined effects 
of declining inflation and moderate economic growth are projected to result in a 
steady slowing in the growth of average wages for the remainder of the 
projection period. 


Partly offsetting the inflationary impact of increasing wage growth in the short 
term is the modest increase in productivity growth projected to occur between 
1981 and 1983. This improvement in productivity performance would stabilize 


the growth in unit labour costs in 1982 and 1983, thereby reducing pressures 
toward higher inflation. The projected slower growth in average wages after 
1983, together with continued productivity growth, leads to a steady lessening 
of pressures from unit labour costs over the remainder of the projection period. 
This improving cost performance, together with continued slowing in the growth 
of food, energy and import prices, results in the profile of consumer price 
increases shown in Table 8, which declines steadily over the medium term to 
about 7 per cent by 1987. 


Table 8 

Annual Rates of Increase in Average Wages, Unit Labour Costs, the Consumer 
Price index, the GNE Deflator, and Productivity: Historical Estimates, 1974-1980, 
and Projected, 1981-1987 


Average Unit Consumer Average 
wages labour price GNE wages Produc- 
(nominal)™ costs index deflator (real) tivity 
(per cent) 

1974 NS32) aro orS 10.9 15% 3:9 —0.5 
1975 14.5 1:2 10.8 10.7 3.3 —0.5 
1976 13.3 9.6 tS om 5.4 3.4 
1977 8.3 8.0 8.0 ThA 0.3 0.3 
1978 5.6 ne 8.9 6.4 — 3.0 0.3 
1979 158 8.5 Shi 10.4 —1.6 —0.9 
1980 8.9 alee) 10.2 10.6 —1.1 —2.7 
Average 
1974-1980 10.4 10:5 93 10.0 1.0 —0.1 
1981 10.0 55 1228 10.2 —2.4 0.4 
1982 hess 11.0 Alay 12.0 —0.1 0.4 
1983 11.8 eo 10.2 11.3 1.4 One 
1984 10.5 10.0 She 9.2 Tez 05 
1985 9.0 8.5 8.3 8.3 ORE 0.5 
1986 8.2 as Tals Teh Or 0.5 
1987 76 tia Ti 7.0 OS Os 
Average 
1981-1987 9.8 Se 9:5 9.4 O22 OS 


() Average wages (nominal) are defined as wages, salaries and supplementary labour income per employed person. 

(2) Average wages (real) are the nominal average wage adjusted for the rate of increase in the CPI. An alternative price 
series which could be used to adjust nominal wages is the implicit consumer expenditure deflator. The consumer 
expenditure deflator captures the effect of consumer substitution away from high-priced toward lower-priced items, 
which the fixed-weight CPI does not. The consumer expenditure deflator, therefore, tends to rise less quickly than the 
CPI. A real wage series calculated using the consumer expenditure deflator would, therefore, show higher growth in real 
wages than the series presented in this table. 

Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201; The Labour Force, cat. 81-001; The 

Consumer Price Index, cat. 62-001; and, the Department of Finance. 


The Structure of Aggregate Demand 


This section describes the projected composition of aggregate demand which 
underlies the patterns of change for the main aggregates of the economy 
described in previous sections. Table 9 shows the projected growth rates of the 
main components of aggregate demand over the medium term, and compares 


their average annual projected growth rates to those experienced during the last 
seven years. 


In general, the relative contribution of the main demand components to 
aggregate growth is expected to be more evenly balanced over the medium 
term than was the case during the second half of the 1970s. The following 
sections discuss in detail the factors which are expected to influence the 
behaviour of the major components of aggregate demand over the medium 
term. 


Table 9 
Annual Real Rates of Growth of Components of Aggregate Demand: 
Projected, 1981-1987, and Average Annual, 1974-1980 


Business 
investment 
GNE 
Non- Total Total 
Consumption Govt. Res. Res. exports imports Real Nominal 
(per cent) 

1981 Zuo 2.2 9.8 8.2 165) 5.2 3.6 14.4 
1982 eS 2. Te 0.9) 49034 Zeal lal ae 14.4 
1983 Dk Pas| 9.9 2.6 1.9 3.0 24 14.1 
1984 tp 2:5 0.2 aS 30 Geb Z5 11.9 
1985 Pai) 17 0.0 ee B3 33 2.6 1A 
1986 2.9 ili 0.0 ur, 3.6 SD 27, 10.6 
1987 2.9 ‘Pa 0.0 Are oie. Oe 2.8 10.0 
Average 

1981-1987 2.6 2.0 2.6 es) 20h he: 2s7 12.3 
Average 


1974-1980 3.6 165s = 2.7) 9.9 3.0 3.6 241. 13.0 


Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201, and Department of Finance. 


Consumer Expenditures 


The projected profile of consumer expenditure growth is for weakness in the 
short term, strengthening gradually throughout the projection period. The 
unexpected strength in consumption expenditures which occurred during the 
first half of this year is expected to subside during the second half of 1981 and 
through 1982, as a result of some slowing in real income growth and continued 
high interest rates. Consumption growth is projected to recover steadily over the 
medium term as a result of strengthening real wage growth, declining inflation, 
and an easing of interest rates. 


Government Final Demand Expenditures 


Government final demand expenditures (goods and services and capital), whose 
growth in real terms is shown in Table 9, constitute just over one half of total 
government expenditures on a national accounts basis excluding 
inter-governmental transfers. The remaining components of total government 
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Table 10 
Total Gross Fixed Capital Formation — Average Annual Real Growth Rates and 
Shares of Real GDP, Seven Major OECD Countries, Selected Periods, 1960-1979 


Average annual real growth 1961-1969 1970-1973 .1974-1979 1961-1979 
(per cent) 
Canada 5.4 6.6 2.6 4.8 
WS: 4.6 4.1 1.4 3.5 
U.K. 5.3 2.8 —0.5 2.9 
Germany 4.1 one 1.3 3.4 
France Gr2 6.3 O77 5.4 
Italy 5.0 2.0 —0.7 Def, 
Japan Vex ia be 2.4 10.3 
Average share of real gross 
domestic product 1960-1969 1970-1973 1974-1979 1960-1979 
(per cent) 
Canada 2210 21:8 22.4 La 
US: 19.6 19.4 18.0 19.1 
WK: 18.9 20:3 18.8 19-2 
Germany 200 25,9) 22.4 2457 
France 2186 23.9 pene 222 
Italy 22.2 20.4 16 20.4 
Japan 20.0 35.8 S2e/ 31.4 


Source: OECD, National Accounts, and Statistics Canada, National Income and Expenditure Accounts, cat. 13-201. 


expenditure consist of transfers to persons, transfers to non-residents, subsidies 
and capital assistance, and interest on the public debt. In the national accounts, 
these types of expenditures are treated as income of the recipient sector, and 
any resulting expenditures are attributed to the private sector. 


Provincial and local governments account for more than three-quarters of 
government spending on goods and services. Real growth in goods and services 
expenditures is projected to be slightly higher over the next few years than in 
the last half of the 1970s. This reflects, among other things, the pressures in 
western Canada to provide services to a rapidly growing population and, at the 
federal level, the planned real growth in defence expenditures. In nominal terms, 
government expenditures on goods and services are projected to grow at 
approximately the same rate as GNP over the projection period. 


Business Non-Residential Investment 


Business investment plays a dual role in terms of a country’s economic 
performance in the short and longer term. As a component of final demand, 
strong investment growth will sour output growth in the short term, while at the 
same time adding to the economy’s capital resources and future supply 
potential. This expansion in supply potential prevents the emergence of 
bottlenecks in the economy and serves to reduce future inflationary pressures 
as demand grows. For these reasons the performance of business investment 
has always been a major concern of all western economies. 
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As the paper Economic Development for Canada in the 1980s stresses, business 
investment will play a critical role in the economic development of the different 
regions and sectors of the Canadian economy over the remainder of this 
century. Success in reducing the growth in costs and prices will be essential to 
providing an environment conducive to the realization of these investment 
opportunities. 


Table 10 shows the average growth rates for capital formation and investment 
shares of real output experienced by the seven major OECD countries in 
selected periods during the 1960s and 1970s. Although Canada’s investment 
growth during the 1960s and 1970s as a whole has ranked in the middle of the 
range among major OECD nations, the performance of total Canadian 
investment since the first international oil price increase is noteworthy. Between 
1974 and 1979 total investment in Canada grew more quickly than in any of the 
other major OECD countries, and Canada was the only country to devote an 
increased share of real output to investment. Thus, in the recent past Canada 
has recorded a relatively better investment performance than any of the other 
major OECD countries. 


Private non-residential capital formation is generally considered a somewhat 
better indicator of investment in productive capacity than is total gross 
investment. Table 11 compares the output shares of total capital formation and 
of private non-residential capital formation for a number of countries over the 
past 20 years. (Appropriate data are available for only a few major countries). 
The data indicate that while Germany devoted a larger share of output to total 


Total Investment and Private Non-Residential Investment as Shares of Real 
GDP: Canada, United States, United Kingdom and Germany, Selected Periods, 


1960-1978 
United United 
Canada States Kingdom Germany 
(per cent) 
Total gross fixed 
capital formation 
1960-1969 PEAY) 1-0 19.40) PS) 
1970-1973 21:8 19.4 20.3 25.9 
1974-1978 22.9 17.9 19.0 Beee 
Average 1960-1978 Zee 19.1 19.5 241 
Private non-residential 
capital formation 
1960-1969 13.2 9.9 12.4) A3A1 
1970-1973 13.1 10.5 WERT 14.4 
1974-1978 14.2 10.4 WRT lees 
Average 1960-1978 13.4 HOEZ 12.6 13:2 


“) Covers the period 1962-1969. 


Source: OECD, National Accounts, and Statistics Canada, National Income and Expenditure Accounts, cat. 13-201. 


21 


22 


investment than did Canada during the 1960s and 1970s, Canada devoted 
relatively more real output to private non-residential capital formation. In fact, 
most of West Germany’s higher investment share of output has been 
attributable to massive investment in housing. 


During the period since 1973, Canada was the only country among the four 
considered in Table 11 to experience a significant increase in the share of 
output devoted to private non-residential investment. On the other hand, 
Germany was the only one to experience a significant decline in this share. The 
U.S. and the U.K. essentially maintained their shares at the levels recorded in 
the early 1970s. Germany does not possess significant indigenous oil resources, 
while the U.S., the U.K. and Canada all do. This suggests that the rapid 
increases in oil prices since 1973 may have spurred sharp increases in energy 
investment which offset — and in Canada’s case more than offset — any 
reduction in the share of output devoted to private non-residential, non-energy 
investment caused by the oil price increases. 


The evidence available for Canada indicates tnat energy investment did 
increase significantly as a share of real GNE, from an average of about 3 per 
cent during the period 1957-1973, to 3.6 per cent from 1974 through 1980. 
Non-energy, non-residential investment also appears to have increased as a 
share of real GNE in the post-1973 period from about 10.5 per cent to 11.0 per 
cent for the same two periods. Within the non-energy sector, investment in 
goods-producing industries as a share of real GNE has been on a downward 
trend since the mid-1950s, and this continued through the 1970s with no 
noticeable break after 1973. The real output share of investment in 
manufacturing industries did decline fairly sharply in the post-1973 period, the 
decline being offset by an increase in the investment share of the agriculture, 
forestry and fishery sectors. The main contributor to the increase in the share of 
GNE going to non-energy investment in the 1974-1980 period was investment in 
commercial services excluding transportation, communication and utilities. 
Investment in this sector, as a share of GNE, had been on a rising trend since 
the 1950s and in the second half of the 1970s increased by as much as did the 
energy investment share. 


A large gain in spending on business investment in 1981 would mark the third 
consecutive year of strength in investment. According to the mid-year Private 
and Public Investment Survey, business investment in current dollars is 
expected to be over 21 per cent greater than in 1980. The survey results 
indicated an upward revision in plans for 1981 compared with intentions at the 
beginning of the year. 


The medium-term outlook for business non-residential investment is for a 
continuation of the gradual trend of a rising investment share of real output. 
Energy investment is projected to grow in real terms at an average annual rate 
of 4 per cent per year over the next seven years. Several major projects are 
included in this projection, e.g., the Alsands and Cold Lake tar sands projects. 
As well, projected energy investment allows for the effects of the recent energy 
pricing agreement with Alberta, along with the impact of the Petroleum 
Incentives Program on frontier exploration and development. 


The non-energy investment share of output is also expected to rise over the 
medium term, as non-energy investment is projected to grow in real terms at an 
average annual rate of 3.3 per cent per year. After a strong performance in 
1981, non-energy investment is expected to decline in 1982, and then to 
strengthen steadily throughout the medium term as financial conditions ease 
and real growth strengthens. 


Residential Investment 


Residential construction is one of the most volatile sectors of the Canadian 
economy. In the 1970s, as in previous decades, this sector experienced large 
cyclical swings. The most recent peak in activity was in 1976 when housing 
starts reached a record 273,000. The number of housing starts, and the level of 
activity in residential construction overall, have fallen in every year since then, 
reaching a cyclical trough in 1980, when only 159,000 housing starts were 
undertaken. Activity in the housing sector showed considerable strength in the 
first half of 1981. Prospective capital gains have played an important part in 
sustaining residential construction in the face of historically high interest rates. 
Recent evidence indicates that the pace of house price inflation is slowing, 
which, with continuing high mortgage interest rates, should lead to a short-term 
decline in residential construction. As the inventory of unoccupied dwellings 
declines, and as increasing real incomes and underlying population pressures 
become important factors, housing investment is likely to recover during 1982 
and 1983. Housing starts are projected to average about 200,000 per year over 
the rest of the projection period. The profile of real expenditures on residential 
construction reflects closely the projected movements in the number of housing 
Starts. 


The average annual number of housing starts projected for the next several 
years is somewhat lower than it was in the 1970s. This reflects primarily the fact 
that the increase in the number of households in Canada during the 1980s is 
likely to be lower than in the 1970s. The extent to which household formation 
will slow down during the 1980s is difficult to assess. But one factor—the 
proportion of the population at an age to be heads of households—is projected 
to increase substantially over the medium term. As well, social factors leading to 
smaller average family size and more single-person households are projected to 
continue working in the same direction as during the 1970s, and thus to help 
maintain growth in the number of households and demand for additional 
housing units, even in the face of a slowing population growth. 


Another factor projected to help maintain a relative degree of strength in 
residential construction is expenditure on repairs and renovations. These outlays 
will likely be relatively more important during the 1980s. The average age of the 
housing stock is increasing and, as a result, an increasing proportion of homes 
will need improvements over the 1980s. And the increasing price of energy will 
likely create incentives for homeowners to improve the energy efficiency of their 
houses with improved insulation and heating systems. 


There are thus a number of factors which will provide support to residential 
construction activity through the middle of the 1980s. However, it seems clear 
that the boom years of the mid-1970s are unlikely to be repeated. 
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Table 12 


Exports and Imports 


Both domestic and international factors are expected to influence economic 
developments in Canada over the next two or three years. Partially due to 
restrictive monetary policy, economic activity in the United States has been 
stagnant since the first quarter of 1981, and is expected to continue to be weak 
through the early part of 1982, picking up moderately thereafter. Canada’s 
other major trading partners within the OECD are also expected to record 
relatively low rates of real growth in the near future. Consequently, markets for 
Canadian exports are likely to remain weak. As well, Canada’s competitive 
position, which improved steadily between 1976 and 1980, is expected to 
deteriorate somewhat in the short term, further restraining growth in the volume 
of exports. 


Canada’s deficit on goods and services is expected to increase sharply in 1981, 
after a significant improvement in 1980. Much of the deterioration in the deficit 
has already occurred, particularly in the second quarter of 1981 when real 
growth in the U.S. economy weakened while Canadian output growth remained 
strong. Also contributing to this deterioration in the first half of 1981 was the 
need to increase crude petroleum imports as a result of Alberta’s production 
cutbacks. Following the recent federal-provincial energy agreements, the 
current dollar balance of trade in energy products is likely to improve sharply in 
1982 and 1983, and to contribute to the projected narrowing of the deficit on 
goods and services in that period. 


After 1983 Canadian merchandise export growth is projected to recover as real 
growth rebounds in the U.S. and as Canada’s competitive position ceases to 
deteriorate. The volume of natural gas exports is expected to grow strongly over 
the medium term and crude petroleum imports are expected to decline. As a 
result, in value terms the balance on trade in crude petroleum and natural gas is 
projected to improve from a deficit of a little over $1 billion in 1981 to a surplus 
of over $6 billion in 1987. This improvement is a major factor contributing to the 
projected decline in the current account deficit on goods and services shown in 
Table 12. 


Projected Current Account Deficit, Goods and Services, Level and 
Share of GNE, 1981-1987 


Billions Per cent 

of dollars of GNE 
rey —2.8 
5.6 eal. 
—3.6 =0,8 
aor G = Ons 
os Ii —0.3 
aa) —0.2 
=A —0.2 


Source: The Department of Finance. 
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It should be emphasized that the current account balance and the balances on 
merchandise trade and the service accounts are the differences between very 
large import and export values. In 1987, for example, projected import and 
export flows in current dollars are each expected to exceed $200 billion. Even 
small differences in these values can result in comparatively large differences in 
the current account balance. 


Alternative Projections 


The previous sections of this paper have described a medium-term outlook 
which did not assume major changes in economic behaviour over the next 
seven years. That scenario features moderate growth over most of the medium 
term, with high unemployment rates and gradually declining rates of inflation. 
One of the features of this scenario is that it explicitly assumes that all sectors of 
the economy partially accept the real income consequences of higher real 
energy prices over the medium term. 


It is possible to develop alternative medium-term projections which embody 
quite different assumptions with respect to wage and price-setting behaviour. 
An inflation momentum has been building in Canada since 1977. In the first half 
of 1981, nominal GNP increased at an annual rate of almost 15.5 per cent over 
the last half of 1980. The degree of restraint now present in government policies 
is too great to permit aggregate income growth significantly above current levels 
for a prolonged period of time. Consequently, if the momentum of inflation were 
stronger over the medium term than that assumed in the main projection, or if it 
were not to abate within the next year or two, lower rates of real output growth 
and higher rates of unemployment would be implied. Such a scenario is set out 
in Table 13. 


The scenario set out in Table 13 is a notional one in which the underlying 
inflation momentum in the economy strengthens in the short term. Average 
wage growth rises to just below 13 per cent in 1982 and 1983. Similarly, 
businesses attempt to expand profit margins in the short term, and as a result 
the rate of inflation remains in the mid-12-per-cent range over the next three 
years. In this scenario, the strengthening inflation momentum causes nominal 
expenditure growth to rise, thereby putting upward pressure on interest rates. 
This in turn would depress real economic activity, reducing employment growth 
and causing the unemployment rate to rise. Similarly, the effect of higher 
inflation would likely cause Canada’s competitive position to deteriorate. As the 
effects of increased slack in labour and product markets worked their way 
through the price and wage-setting processes, the momentum of inflation would 
begin to abate, but it would not be until late in the medium term that nominal 
expenditure growth would slow to the point that financial market conditions 
could begin to ease. This scenario is thus one in which Canadians attempt to 
maintain or strengthen their real income positions in the face of rising inflation. 
Not surprisingly, this process is self-defeating, as real wage growth is less in this 
scenario than in the projection discussed earlier. At the same time, this attempt 
has its costs in terms of significantly increased unemployment and reduced real 
growth. 
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Table 13 


Main Economic Aggregates of an Alternative Projection with Higher 
Rates of Inflation, 1981-1987 


Percentage rates of growth Unemployment 

rate 

Real Produc- Employ- Labour (per cent of 

GNE tivity” ment force labour force) 
1981 3.6 0.4 3.2 2.8 ta 
1982 ie) 0.4 14 205 8.4 
1983 ez 0.4 0.8 Dia ST 
1984 2.0 0:5 dae 1.9 10m 
1985 2 0.5 2.0 1.9 10.0 
1986 219 0:5 2.0 1.8 ire 
1987 2:9 05 2.0 1.8 9.6 

Average 
1981-1987 2.3 Oo 1.8 Dl 9:3 
Percentage rates of growth 
Average Unit Consumer Average 
wages labour price wages 

(nominal) costs index (real) Nominal GNE 
1981 10.0 9.5 257, —2.4 14.4 
1982 12:6 (ey Za 0.3 15.0 
1983 12.6 ie 12.2 0.4 14.7 
1984 pus) a8) 10.6 0.8 13.0 
1985 10.0 oS: we Of, seas) 
1986 9.0 8.5 S20 0.4 10.2 
1957 8.0 #20 Vs 0.2 10.4 

Average 

1981-1987 1025 10.0 10.4 0.1 T2e% 


“) Productivity is defined here as real GNE per employed person. 

(2) Average wages (nominal) are defined as wages, salaries and supplementary labour income per employed person. 
(3) Average wages (real) are average wages (nominal) adjusted for the rate of increase in the consumer price index. 
Source: Department of Finance. 
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It is also possible, however, to describe a scenario in which all sectors of the 
economy practise restraint in their income demands. Table 14 sets out the main 
economic aggregates of a scenario in which the momentum of inflation abates 
more rapidly than in the base projection. The first two years of this alternative 
scenario are identical to the central projection as the current momentum of 
inflation in wages and prices passes through the economy. However, beginning 
in 1983 that momentum would slow, wage and price growth would moderate, 
and productivity growth would rebound more strongly. Over the 1984-1987 
period, this moderating trend would continue and financial conditions would 
ease. The relatively better inflation performance would permit the different 
regions and sectors of the economy to, take more rapid advantage of the 
economic development opportunities described in the companion paper, 
Economic Development for Canada in the 1980s, than might be envisaged under 
the main projection. Consequently productivity growth would remain stronger, 
and unit labour cost growth lower, than in the main projection. Canada’s 


competitive position would improve relative to the base case and, coupled with 
a stronger investment performance, real output and employment growth would 
be higher. In this scenario, real growth in Canada would average slightly more 
than 3 per cent annually over the medium term, and inflation would slow to 
under 6 per cent by 1987. 


Neither of the above two alternatives should be viewed as describing the likely 
course of the Canadian economy over the next several years. The emergence of 
economic developments in a manner similar to that described by the high 
inflation scenario would create demands for new policy measures to halt this 
momentum. On the other hand, while the lower inflation scenario is possible, 
and while it would provide support to anti-inflation policies and to the 
achievement of Canada’s economic development potential, it is nevertheless 
optimistic. For this reason, it would be imprudent to use it as the basis for fiscal 
planning. 


Both the main projection and the low inflation alternative envisage some 
increase in unemployment in the next year or two as part of the process of 
achieving a sustained reduction in the growth of prices, and an improved output 
and productivity performance over the medium term. In light of these possible 
short-term developments, it is useful to consider what might evolve if the 
government were to prematurely relax the anti-inflationary stance of current 
fiscal and monetary policies in an attempt to avoid these short-term increases in 
the unemployment rate. 


The adoption of more expansive fiscal and monetary policies might lead, in the 
short term, to somewhat higher rates of output and employment growth, and 
lower rates of unemployment, than in the main projection. Any improvement, 
however, would likely be short-lived. Wages and prices, which are currently 
increasing rapidly, would begin to rise even more quickly, and inflationary 
expectations would worsen. Interest rates, which might fall initially relative to 
those in the main projection, would eventually begin to rise, in response to both 
the worsening inflation situation and the resulting erosion in investor confidence. 


The change in policy stance would also have very significant impacts on 
international capital flows and the exchange rate, which in turn would affect the 
inflation and growth performance of the economy. As experience in other 
countries shows, such a retreat from anti-inflation policies would erode the 
confidence of domestic and international investors and put immediate 
downward pressure on the exchange rate. These downward pressures would be 
exacerbated by any temporary decline in domestic interest rates resulting from 
a more expansive monetary policy. The decline in the value of the Canadian 
dollar would lead to a faster growth in import prices, thereby putting further 
upward pressure on domestic costs and prices. These downward pressures on 
the value of the Canadian dollar would in all likelihood intensify, as Canada’s 
competitive position worsened, and as investor confidence deteriorated further. 


Because of Canada’s dependence on foreign trade, it would not be possible for 
the Canadian economy to sustain a situation in which Canada’s inflation 
continued to rise, while other industrial countries succeeded in reducing the 
growth of their costs and prices. Eventually policies of restraint would have to 
be introduced, but by then the problems would be even more severe than they 
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are now. Whereas other industrial countries would have already begun to 
achieve lower inflation and better output and productivity growth, the Canadian 
economy would still have to confront the adjustments which these economies 
had already made. Moreover, the potential costs associated with these 
adjustments, in the form of reduced output and higher unemployment, would be 
even greater than they currently are. These are the outcomes predicted by the 
IMF and referred to earlier. 


Table 14 
Main Economic Aggregates of an Alternative Projection with Lower 
Rates of Inflation, 1981-1987 


Percentage rates of growth Unemployment 
rate 
Real Produc- Employ- Labour (per cent of 
GNE tivity ment force labour force) 

1981 3.0) ae 0.4 3.2 2.8 LZ 

1982 22 0.4 1.8 Ze 7.8 

1983 2.9 ee) 0.8 2s ey 

1984 3.3 10 2.3 ee Tike, 

1985 Shs) Ai 2.4 1.9 7.4 

1986 Sys) ee ZS 1.8 6.9 

1987 3.5 1B eae 1.8 6:5 

Average 

1981-1987 3.2 10 2.1 2.1 7.4 

Percentage rates of growth 
Average Unit Consumer Average 
wages labour price wages 
(nominal) ® costs index (real)® Nominal GNE 

1981 10.0 OS 127. —2.4 14.4 

1982 eles) sl es gl hol —0.1 14.4 

1983 AAO Sh) SBS) 1.0 13.6 

1984 9.0 129 8.1 0.8 ii BS) 

1985 Teo 6.3 6.9 0.5 10.7 

1986 6.8 3)6) 6.3 Os) Shel 

1987 6.3 5:0 5:6 0.5 22 

Average 

1981-1987 8.9 LS Saf, 0.2 12.0 


“) Productivity is defined here as real GNE per employed person. 

(2) Average wages (nominal) are defined as wages, salaries and supplementary labour income per employed person. 
(3) Average wages (real) are average wages (nominal) adjusted for the rate of increase in the consumer price index. 
Source: Department of Finance. 
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Canada cannot afford to postpone to the future adjustments which other 
countries are prepared to make now. This is true not only with the need to 
reduce inflation, but also with the need to make the necessary adjustments to 
higher energy prices, adjustments which other industrial countries have been 
making for some time already. Domestic energy prices, lower than those set out 
in the recent energy agreement, would have a short-term moderating influence 
on the rate of inflation. They would not, however, contribute to the adjustments 
in energy consumption and production, which are necessary if the Canadian 
economy is to achieve and sustain a strong comptetitive position in the 1980s. 
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Summary and Main Conclusions 
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A climate of uncertainty characterized the international and domestic 
economies as the 1970s ended and the 1980s began. For most OECD countries 
real output and productivity growth were weakening and inflation pressures 
were mounting, as international oil prices increased sharply. Most governments 
were attempting to stem the momentum of inflation through some combination 
of restrictive fiscal and monetary policies, which resulted in higher 
unemployment rates and excess productive capacity. Financial markets were 
volatile, and a major currency reordering began late in 1980 and continued 
through much of 1981. 


For most OECD countries the next several years will constitute a critical 
transition period, as industrialized economies attempt to turn the corner on 
inflation and set in motion the forces that will ensure the continued decline of 
inflation over the medium term. The exact timing and nature of this transition 
cannot be forecast precisely. The uncertainties are simply too great. The 
performance of the Canadian economy in the past year, for example, was not 
anticipated, as both real growth and inflation were stronger than expected only 
a year ago despite the unprecedented high interest rates. This performance has 
significantly altered the short- and medium-term outlook. In the October 1980 
budget it was anticipated that the economy would experience a decline in 
output in 1980 and only a modest recovery from this recession in 1981. This 
real output performance was expected to restrain the growth of prices and 
wages in 1981, and to provide the basis for a continued decline in inflation over 
the medium term. Since this did not occur, the adjustment remains to be made 
over the next few years. Moreover, since the inflation momentum is now 
stronger than a year ago, a more extended period of slow growth could be 
required to bring about the adjustment to lower rates of inflation. 
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